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Theexpansionofthefederalfinancial
safetynethasincreasedtheincentives
forfinancialfirmstotakeonmorerisk
thantheywouldhaveotherwise.
Yetcurrentregulatoryreformproposals
donotaddressthisrootcauseof
financialinstability.Sharplycurtailing
thefinancialsafetynetisanecessarystep
toachieveenhancedmarketdiscipline.
Themostrecentexpansionofthefinancialsafetynetthatprotects
debtholdersanddepositorsoffinancialinstitutionsfromlossesbeganon
March15,2008,withthebailoutofBearStearns’creditors.TheNewYork
Fedassumedtheriskoflossfor$30billion(laterreducedto$29billion)
ofassetsheldintheportfoliooftheinvestmentbankasenticementto
JPMorganChasetoacquireit.Later,theFedopenedthediscount
windowtobanksandfinancialinstitutionsthatdidnotformerlyhave
accesstoFedcredit.
Therationaleforthisandsubsequentextensionsofthesafetynetwas
theminimizationof“systemicrisk”–namely,areductioninthethreatof
acascadingseriesofdefaultsbroughtaboutbywholesalewithdrawalof
investorsfrommoneymarketsanddepositorsfrombanks.Yetecono-
miststodayrecognizethatfinancialsafetynetscancreatea“moral
hazard”–thatis,anincreasedincentivetotakerisks.1 Giventhetwin
goalsoffinancialstabilityandmitigationofmoralhazard,whatfinancial
regulatoryregimeshouldemergeasasuccessortothecurrentone?
Anyproposalmustaddresstheconsensusthatfinancialinstitutionstook
onexcessiveriskintheperiodfrom2003tothesummerof2007.These
institutionsdidsothroughtheuseofleveragethatinvolvedborrowing
short-termandlow-costfundstoinvestinlong-term,illiquid,andrisky
assets.Anynewfinancialregimemustlimitthissortofrisk-taking.
Butshouldthatlimitationcomefromincreasedoversightbygovernment
regulatorsorshoulditcomefromtheenhancedmarketdisciplinethat
wouldfollowfromsharplycurtailingthefinancialsafetynet?Oneof
theauthorsofthisEconomicBrief,RobertHetzel,arguesforthelatter
alternativeinthespring2009issueoftheFederalReserveBankof
RichmondEconomicQuarterly.2
MythsOffiNaNcialMaRkEtfRagility
Astrongcasecanbemadethatthefinancialsystemwouldnotbe
inherentlyfragileintheabsenceofanextensivefinancialsafetynet.
Historyoffersevidencethatfinancialmarketsbecomefragilemainly
becausethefinancialsafetynetexacerbatesrisk-taking.
Thereisamplehistoricalanalysisofbankrunsbeforetheestablishment
ofdepositinsurancein1934andthesubsequentexpansionofthe
financialsafetynet.Inthosestudies,bankrunswerefoundtohave
originatedwithbanksthatwereactuallyinsolvent.Beforedeposit
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insurance,marketdisciplinewaseffectiveinclosingbankspromptly
enoughtoavoidsignificantlossestodepositors.Moreover,thefailures
thatdidoccurresultednotfrom“panics”butratherfromwell-founded
withdrawalsfrombankswhoseassetssuffereddeclinesinvaluebecause
ofaggregatedisturbances.Anexampleofsuchadisturbancewasthe
failureinthe1840sofIndianabanksthatheldthebondsusedtofinance
thecanalsrenderedunprofitablebytheadventoftherailroad.3
FromtheendoftheCivilWartotheendofWorldWarI,bankfailures
wererelativelyfewinnumberandresultedonlyinsmalllossesbecause
thefearoflargelossesbybothshareholdersanddepositorswere
motivatedbysignificantmarketdiscipline.Thisresultedinhighcapital
ratiosandpromptclosureoftroubledbanks.Eveninthe1920s,when
bankfailuresbecamemorecommon,runswereuncommonand,when
theydidoccur,fundswerere-depositedinotherbanks.4
ThewavesofDepression-erabankfailuresbeforedepositinsurance
reflectedfundamentalconcernsaboutbanks’solvencyasopposedto
depositorpanicfueledbyincorrectinformationabouttheactualhealth
ofbanks.5 InaninvestigationofallFedmemberbankfailures,apartfrom
JanuaryandFebruary1933,economistsCharlesCalomirisofColumbia
UniversityandJosephMasonofLouisianaStateUniversityfound“no
evidencethatbankfailureswereinducedbyanationalbankingpanic.”6
thEadVERsEiNcENtiVEsOfaNExpaNdiNgsafEtyNEt
Intheory,regulatorscoulddrawaclearlinedemarcatingtheboundaries
ofthefinancialsafetynet.Regulatorscouldlimitrisk-takingofbanking
institutionsandrequirehighcapitalratios.Yet,youcouldalsoexpect
thatcreditorsofuninsuredinstitutionswhohavetheirownmoneyat
riskwouldalsomakesimilardemands.Thislatterformofpressurecan
bedescribedas“marketregulationofrisk-taking.”
Atensionariseswhenregulatorscannotdrawacrediblelineseparating
theinsuredfromtheuninsured.Institutionsontheuninsuredsidehave
anincentivetofindwaystoretainthecheapfundsguaranteedbythe
perceptionthattheyareontheinsuredsidewhileacquiringtherisky
assetportfolioswithhighreturnsofinstitutionsontheuninsuredside.
Theimplicitsubsidytoafinancialinstitutionfromtheprotectionafforded
bythefinancialsafetynetriseswiththeriskinessoftheinstitution’sasset
portfolio.Thus,thecurrentfinancialsafetynetprovidesanincentiveto
bankstoacquireriskyassetsofferingahighrateofreturnwithouthaving
toincreasetheircapitalbuffercommensurately.
Governmentregulationofrisk-takinghasnotsufficientlysubstituted
forthemarketregulationthatwouldoccurifbankcreditorsborethefull
effectsofriskybehaviorbythosebanks.Atleastsincethe1980sandthe
bailoutofthesavingsandloaninstitutionsintheUnitedStates,the
expandingfinancialsafetynethasundercutthemarketregulationof
risk-taking.Theprotectionprovidedbydepositinsurance,bytheFed’s
discretionarydiscountwindowlending,andthefederalgovernment’s
assumptionthatsomeinstitutionsaresimply“toobigtofail,”have
effectivelyallowedbankstohaveaccesstofundsthatdonotbecome
morecostlyasthebank’sassetportfoliobecomesriskier.
Theprevailingassumptioninpolicymakingcircleshasbeenthatgovern-
mentdoesnotneedanexplicitstancewithrespecttobankbailoutsor
tocrediblycommittoaspecificcourseofaction.Atermthathasbeen
usedtodescribecurrentpolicyis“constructiveambiguity.”Although
thischaracterizationinprincipleacknowledgesthatregulatorshavethe
discretiontonotbailoutallbankcreditors,theprevailingpracticeof
regulators–namely,theirpastactionstopreventuninsureddepositors
anddebtholdersfromincurringlossesintheeventofabankorthrift
failure–limitstheincentivesformarketparticipantstomonitorrisk-tak-
ingbycreditors.
apROpOsaltOROllBackthEfiNaNcialsafEtyNEt
Rollingbackthefinancialsafetynetdependsupontheabilityof
governmenttocommitcrediblytoallowingcreditorstotakelossesand
thusencouragemarket-basedregulationofrisk.Thatrequirestakingthe
bailoutoptionoutofthehandsofregulators.
Thefeasibilityofanysuchproposalrequiresthinkingaboutwhatthe
financialsystemmightlooklikewithaseverelylimitedsafetynet.We
canmakesomeplausibleassumptions.Thelargeamountofinvestment
ingovernmentandprimemoneymarketmutualfundsholdingshort-
termgovernmentsecuritiesandprimecommercialpaperisevidenceof
theextensivedemandbyinvestorsfordebtinstrumentsthatareboth
liquidandsafe.Intheabsenceofthesafetynet,theseinvestorswould
constituteahugemarketforfinancialinstitutionsmarketingthemselves
assafebecauseofhighcapitalratiosandadiversifiedassetportfolioof
highgradeloansandsecurities.
Inotherwords,themarketcouldcreateaparallelnarrowbankingsys-
tem.Theseinstitutionswouldconstituteacoreofrun-proofinstitutions
intowhich,intheeventofafinancialpanic,creditorswoulddepositthe
fundstheywithdrewfromtheriskyinstitutions.Yes,depositorsatthe
safebankswouldearnalowrateofreturn,butthey,notthetaxpayer,
wouldthenbetheonespayingforfinancialstability.
Tomakesuchasystemviable,changestothecurrentregulatoryregime
wouldneedtobemade.Firstthegovernmentwouldcommittonotbail
outthecreditorsoffinancialinstitutions,especiallythoseoflargebanks.
Instead,ifabankexperiencesarun,thecharteringregulatorwouldputit
intoconservatorship.Underconservatorship,regulatorswouldassumeEB09-11
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amajorityoftheseatsonthebank’sboardofdirectors.Thedirectorswould
thendecidewhethertosell,liquidate,breakup,orrehabilitatethebank.
Bylaw,thisconservatorshipshouldeliminatethevalueofequityand
imposeanimmediatelossonallholdersofdebtandholdersofuninsured
deposits,whileleavingtheremainderoftheseinstrumentsfreefor
transacting.
Second,amechanismshouldbeputinplacethatencouragesbanks
andcreditorstomonitorthemselvesandeachother.7 Thefederal
governmentcoulddividebanksintogroups–forinstance,theten
largestcouldbeputintoonegroup,thenexttenlargestinanother
group,andsoon.Theindividualbankswouldpaydepositpremiaintoa
fundsetupforthatgroupinparticular.Thebankswouldalsobesubject
toanassessmenttoreplenishthefundifabankintheirgrouprequired
recapitalizationasaresultofabankrun,evenafterthemandated“hair-
cuts”forcreditors.Eachgroupwouldhaveanadvisoryboardthatwould
makerecommendationstotheFederalDepositInsuranceCorporation
(FDIC)foritsgroupaboutregulatingrisk,settingtheleveloftheinsur-
ancepremia,anddesigningarisk-basedinsurancelevy.TheFDICwould
setindividualgroupcapitalstandardsandotherregulationstolimit
risk-taking.
Thissystemwouldcreateanincentiveforbanksinthegrouptolobby
theFDICtopreventexcessiverisk-takingbytheotherbanksintheir
group.Asacheck,thepublicwouldseethecostofthesubordinated
debtofeachgrouprelativetothatoftheothers.Atthesametime,the
largenumberofbanksinthegroupwoulddiscouragecollusion.Inthe
eventofarunonasolventbank,theotherbanksinthegroupwould
possesstheinformationneededtolendtothethreatenedbanktolimit
therunjustasbanksdidinthepre-Federa.Ademonstratedwillingness
ofbankstosupporteachotherwouldinspiredepositorconfidence,too.
Finally,anessentialsteptoestablishingamoremarket-basedregula-
toryarrangementisterminatingthelegalauthorityoftheFedtomake
discountwindowloans.Insteadofparcelingoutcredittospecificfirms
orsectors,theFedwouldresorttoitstraditionaltoolsofprovidingthe
entiremarketwithliquiditybyundertakingpurchasesofsecurities
throughitsopenmarketoperations.8 Itcouldalsouseitsnewabilityto
payinterestonbankreservestomaintainitsfundsratetarget.
cONclusiON
Governmentregulationofrisk-takinghasprovennottobeasuitable
substituteforamarket-basedsystemofregulation.Yetmanyreform
proposalscurrentlydebatedsuggestmoregovernmentregulationis
necessary,notless.
Anyproposaltofixthecurrentregulatoryregimemustfirstcopewiththe
ideathatcapitalmarketsmaynotbeasinherentlyfragileassomethink.
Tworelatedquestionsmustalsobeasked.First,intheabsenceoftherisk-
takinginducedbyageneroussafetynet,wouldmarketdisciplineproduce
contractsandcapitallevelssufficienttoprotectallbutinsolventbanks
fromruns?And,second,couldregulatorsplacetheactuallyinsolventbanks
intoconservatorship(withmandatorylossesimposedondebtorsandlarge
depositors)withoutdestabilizingtheremainderofthefinancialsystem?
Thehistoricalrecordleadsustoanswerthosequestionsintheaffirmative.
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